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I. INTRODUCTION

The Value Added Tax was one of many tax reform proposals considered by the Reagan Administration for possible use in the United
States. The Value Added Tax (VAT) is a tax system presently being
used by the European Economic Community (EEC) and by several
Published by UF Law Scholarship Repository, 1986
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other European nations.' In general, those nations are satisfied with
the VAT because it can generate revenue for both government programs and for economic development. 2
Tax policies have always played a role in programs designed to
stimulate American economic growth. 3 The American tax system is
inflationary, overly complicated, unduly burdensome on the middle
class and retards economic growth. Since World War II the federal
tax system has been unable to supply adequate capital for either the
government or the private sector. 4 The failure of the present tax system to satisfy the nation's social and economic needs has prompted a
variety of proposed remedies, ranging from replacement to reform of
the existing system.
The purpose of this paper is to analyze the possibility
of applying
the VAT in the United States. The VAT has both advantages and
disadvantages, each involving trade-offs, which will be examined in
the European context. The German VAT is examined to illustrate
how a well designed VAT can support both social programs and economic growth. The British VAT provides an example of how a poorly
designed VAT can fail to achieve any of the desired economic or social goals. These European examples are used to support the conclusion that a well designed VAT can be successfully employed to improve the American tax system.

II. THE VAT:

WHAT

IS IT?

Value added is the difference between the receipts of a business
for the sale of goods, er the rendering of services and the cost of raw
materials and inputs obtained from other businesses.' The value
added to a product or a service equals the sum of capital and labor
costs, including any profit to the owner.$ For example, if a business
buys raw materials for $60.00 and converts those materials into a
product that sells for $100.00, then there is $40.00 of value added.7
1. TAX REFORM FOR FAIRNESS, SIMPLICITY, AND ECONOMIC GROWTH - THE TREASURY DEPARTMENT REPORT TO THE PRESIDENT, VOLUME 3, VALUE ADDED TAX, OFFICE OF THE SECRETARY,
DEPARTMENT OF THE TREASURY, November 1984, reprinted in Prentice Hall FEDERAL TAXEs, § 3,
Bulletin 3, Dec. 27, 1984 [hereinafter TREASURY REPORT] at 27.
2. Aaron & Steuerle, Consumption Taxes: Revenue, Structural and Equity Effects, 2 TAX
NOTES 523, 528 (1982).
3. Tax Reform for Fairness,Simplicity, and Economic Growth - The Treasury Department Report to the President, 4 TAX NOTES 873 881 (1984) (hereinafter Tax Reform for
Fairness].
4. Calkins, The Role of the Value-Added Tax in the Developing United States Tax System, 6 J. Cow. L. 83, 86 (1980).
5. Ture, The Basic Economics of a United States VAT, 6 J. CORP. L. 49, 50 (1980).
6. Due, Economics of the Value Added Tax, 6 J. CORP. L. 61, 62 (1980).
7. TREASURY REPORT. supra note 1, at 5.

https://scholarship.law.ufl.edu/fjil/vol2/iss1/5

2

1986]

VALUE ADDED TAX
Scott: Would Europe's Value Added Tax Work for the United States?

Tax on value added is a tax imposed at each stage of the production
and distribution process. In the present American tax scheme it is
the revenue earned from the sale of a product or service less any expenses incurred that is taxed. A VAT taxes the entire selling price.
A VAT is essentially a multistage sales tax. A sales tax levied on
the final retail sales price yields the same revenue as a VAT imposed
at the same rate. 8 The difference lies in the collection process. The
sales tax is collected only by the retailer, while the VAT is collected
by each business involved in the production and distribution process. 9 The actual tax is ultimately borne by the individual consumer
under both a VAT and a sales tax.10 A sales tax is imposed when the
final consumer purchases the product. The tax is paid by the consumer and the retailer sends the tax collected to the government.
Contrastingly, A VAT is imposed whenever a product or service is
sold, even when the sale is made to a commercial purchaser. However, if a commercial purchaser then resells the product or service to
a second purchaser, the first purchaser gets a rebate for the tax originally paid so that the second purchaser pays the total tax. This process is repeated until the product or service reaches the final consumer. An important distinction is that under a VAT services as well
as goods are taxed. Most sales taxes are not applied to services."1
A.

The Different Types of VATs

There are three different types of VATs: gross product, income
and consumption. 2 They differ primarily in the treatment of capital
equipment. The different VAT's treatment of capital assets has
greatly influenced the decision of what type of VAT to employ. A
gross product VAT calculates value added as sales less raw material
purchases.' 3 Neither capital equipment purchases nor depreciation
are included in a gross product VAT's value added. 4 Thus the full
tax burden of capital equipment purchases is absorbed by the business purchaser and is not passed on to the consumer. A gross product
VAT creates administrative problems by forcing the government to
classify goods as capital or noncapital.' 5 Also, it discourages capital
equipment purchases by making capital goods relatively more expen8. Due, supra note 6, at 62.

9. Id.
10.

Ture, supra note 5, at 56-57.

11. Fuller, The Proposed Value-Added Tax and the Question of Tax Reform, 34
RuTGERS L. REV. 50, 51 (1981).
12. TREASURY REPORT, supra note 1, at 6.
13. Id.
14. Id.
15. Id.
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sive than noncapital goods or labor."6
An income VAT includes depreciation of capital assets in determining value added.17 This forces the government to establish a depreciation policy and requires businesses to maintain depreciation
schedules for all capital assets. A depreciation policy is counterproductive to the goal of simplicity because of the paperwork necessary for the system's supervision and enforcement.
A consumption VAT places all business purchases in value added,
including capital equipment.1 8 This eliminates the need to classify
property and maintain depreciation schedules. A consumption VAT
is also neutral between capital and labor intensive industries since
there is no tax reason to favor one process over the other. 19 This is
because the tax is passed on directly to the consumer.2 0 Since the
manufacturer does not have to absorb any portion of the VAT, there
is no danger of distorting the relative efficiency of an industrial process. For example, if one industrial process was taxed and another
industrial process was not, the untaxed process would be relatively
more efficient. Therefore, a consumption VAT allows a business to
make decisions based on economic analysis rather than tax
considerations.
For these reasons, the consumption VAT is best suited for economic growth.2 1 It encourages businesses to adopt newer, more efficient processes by removing artificial tax barriers because the tax is
passed on directly to the consumers. Consequently, all nations presently using a VAT employ the consumption VAT.22 The consumption
VAT was the only type of VAT considered by the U.S. Treasury Department study of alternative-tax systems.2 3 This was because of the
consumption VAT's actual European application.
B.

The Methods of Calculating the VAT

There are three different methods of calculating the VAT: subtraction, invoice credit, and addition.2 4 The subtraction method requires a business to calculate its VAT liability by subtracting its bus16. Id.
17.

Id.

18. Id. at 7.
19. Id.
20. Id.
21. Id. at 27.
22. Those nations presently using a VAT are France, Denmark, Germany, Holland, Luxembourg, Belgium, Ireland, Italy, Great Britain, Austria, Norway and Sweden. Greece is also
scheduled to adopt the VAT in 1986. Id. at 27.
23. Id. at 6.
24. Id. at 7.
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iness purchases from its sales and applying the tax rate to the
difference. 25 If the consumption VAT were used with the subtraction
method, the value added would exclude the full price of any capital
equipment purchased during the period. 6 But if the income VAT
were used with the subtraction method, only depreciation of the capi27
tal asset would be deducted from value added.
Under the invoice credit method businesses are forced to stay
within the tax system to be able to claim VAT credits.2 8 A business
pays the VAT on gross sales and claims as credits the VAT paid on
all goods and services purchased for use in the business and paid by
the prior seller.2 9 The most essential record is the sales invoice, which
must list the VAT paid so business purchasers are able to claim
credit for taxes already paid by preceding business sellers.30 This facilitates calculation of the tax and provides a clear audit trail.- The
invoice credit method is currently employed in Europe.3 2
Finally, under the addition method a firm determines its VAT liability by adding the components of value added and then applying
the tax rate to that sum. 3 3 The income VAT usually employs the addition method because it provides the easiest way to determine value
added with a depreciation allowance.34
Except for the treatment of capital assets, the amount of tax generated by each collection method is the same.3 5 However, the invoice
credit method offers the advantages of ease of calculation and relatively easy enforcement. Further, the invoice credit method is more
readily adaptable to a multirate VAT.3 6 Given these advantages, the
European nations employing a VAT use a consumption VAT with
the invoice credit tax calculation method.
C.

The VAT Rate Structure

The VAT rate structure is the most important consideration for
the entire tax plan because the rate structure determines the plan's
degree of economic efficiency. However, the rate structure decision is
25. Id.
26. Id.
27. Id.
28.

Due, supra note 6, at 63-64.

29.
30.
31.

Turnier, Designing an Efficient Value Added Tax, 39 TAX L. REv. 435, 439 (1984).
Fuller, supra note 11, at 53.
Due, supra note 6, at 63-64.

32.

Turnier, supra note 29 at 439.

33. TREASURY REPORT, supra note 1, at 8.
34. Id.
35. Ture, supra note 5, at 51-52.
36.

Tnmsunv REPORT, supra note 1, at 10.
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also controversial because it involves trade-offs between economic efficiency and social policy concerns.
A single-rate VAT is easiest and cheapest to administer.3

7

It is

also economically neutral because it does not affect consumption decisions. In contrast, a multirate VAT distorts relative prices and the
uses of income in favor of lower-rated goods.3 8 Under a single-rate
VAT, lower-income taxpayers bear a proportionately greater share of
the tax burden because they must spend a greater percentage of their
income on necessities.39 A tax system imposing such a burden on
lower-income taxpayers is termed regressive. A regressive tax such as
the single-rate VAT usually has negative political and social
connotations.
VAT proponents have devised several plans to minimize the
VAT's regressive impact. One multirate plan used in several European nations sets a standard VAT rate for normal consumer goods
and a higher VAT rate for luxury goods. 40 Another European multirate plan sets a lower rate for necessities, and taxes all other goods
at the standard VAT rate.41 The multirate plans raise many compli-

cations, the first of which is definitional. The classification of what is
a necessity and what is a luxury is more in the philosopher's realm
than in the tax planner's. A second problem arises when goods of
mixed character are involved, such as a "necessity" good in a "luxury" container. The question is whether the entire good is given the
lower rate or just the percentage of the purchase price attributable to
the necessity. Multirate VAT systems do not have the single rate
VAT's simplicity and have the same definitional and classification
problems that plague the current U.S. federal tax system. Despite
these problems, multiple rates are common in Europe.42

A.

III. THE ADVANTAGES OF A VAT
Enforcement and Administrative Advantages

A fundamental problem with the present income tax system is the
high cost of enforcement. The Internal Revenue Service (IRS) is currently able to audit only 2.1% of all tax returns."3 This has contrib37.

Fuller, supra note 11, at 65.

38.

Id. at 57.

39. A tax affecting the poor more than the affluent is termed regressive, while a tax borne
primarily by the affluent is termed progressive. The single rate VAT is a regressive tax. Id.
40. Belgium, France, Ireland and Italy all have luxury rates in addition to a standard
rate. TRmSURY REPORT, supra note 1, at 44.

41. Belgium, France, Ireland, Italy, Holland, Germany and Great Britain all have lower
than standard rates for certain items classified as necessities. Id.
42. Turnier, supra note 29, at 441.
43. Calkins, supra note 4, at 100.
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uted to abuse of the tax system, eroding taxpayer confidence in the
fairness of the system." Cheating is accepted because taxpayers do
not believe everyone is treated equally under the existing system.45
The VAT's relative self-enforcement minimizes abuse and is one of
the tax's attractive features.
Under the invoice credit VAT, the tax is largely self-policing. 46 A
business purchaser desiring to claim credit for the seller's VAT must
have the sales invoice, which provides proof of the seller's actual payment of the VAT.47 Thus a business seeking a VAT credit will insist
on the invoice and not resort to the underground cash economy that
often troubles a sales tax.48
However, the European experience with the VAT has proved the
VAT is not entirely free of tax evasion. 4 9 Because services are fully
taxable under a VAT, in those services where labor is the primary
component of value added there is an incentive for the business to
absorb the VAT paid on the nonlabor inputs in return for cash payment. 50 Thus no VAT is paid on labor, the main input. This evasion
occurs primarily in household service industry when business deals
directly with the consumer and nonlabor inputs are small. Nevertheless there are several reasons why this has not proved to be a major
problem in Europe. First, the number of businesses able to take advantage of the underground economy is small, and even if some revenue is lost, the government at least collects revenue on the nonlabor
inputs. 51 Second, the VAT is not set so high as to induce avoidance
behavior.5 2 The philosophy behind a VAT is to collect revenue in
small bites so it is not worth the trouble or the risk to resort to tax
evasion. Further, nonlabor inputs on large sales of goods or services
are probably high enough to warrant staying within the system, collecting the tax rebate and not lowering profit margins by absorbing
the VAT. The VAT may not be entirely self-policing, but it is still
the most enforceable of the major tax proposals.5 s
44. Tax Reform for Fairness,supra note 3, at 881.
45. Id.
46. Comment, The Value Added Tax and Other Proposed Tax Reforms: A CriticalAssessment, 54 TuL. L. REv. 194, 203 (1979).
47. Id.
48. McLure, Thoughts on a Value-Added Tax, 4 TAx NoTEs 539, 540 (1979). The phrase
"underground economy" refers to agreements whereby goods or services are "traded" for goods,
services or cash in unrecorded transactions. Such transactions would, if recorded, result in recognition of income. I.R.C. § 61.
49. Schuyler, Consumption Taxes: Promises & Problems, 4 TAx NOTs 571, 575 (1984).
50. McDaniel, A Value Added Tax for the United States? Some PreliminaryReflections,
6 J. CORP. L. 15, 29 (1980).
51. Galvin, It's VAT Time Again, 4 TAx NoTEs 275, 279 (1983).
52. Fuller, supra note 11, at 53.
53. Schuyler, supra note 49, at 575.
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The VAT also offers administrative advantages for government
and for business. Governments have a reduced number of entities filing returns because only businesses and not consumers file VAT returns." Business tax returns are simple to complete and record keeping requirements are minimal.55 An additional VAT invoice would
not be burdensome because most businesses keep invoices of transactions for internal accounting purposes.
B. Aid to Capital Formation
Another fundamental complaint leveled at the present federal tax
system is that it hinders capital formation while encouraging private
consumption. This is especially burdensome for both new businesses
in need of capital to get started and for older businesses which require retooling. The resulting capital shortage has caused a lower
growth in productivity per worker and a slower rise in the per capita
income in the United States as compared to other industrialized
nations.8 0
The income tax places a tax on earnings. Because this tax is progressive, taxes get proportionately higher as income increases. This
encourages the taxpayer to spend and enjoy income rather than investing it in revenue generating ventures which yield diminishing returns because of increasing tax rates."1 Consumer spending is further
encouraged by the lower capital gains tax rate. 58 The capital gains tax
encourages taxpayers to purchase capital assets by placing a lower
tax on any profit realized when the capital asset is sold. This has
resulted in consumer assets flowing into unproductive assets such as
real estate and collectibles.5 9
A VAT encourages consumer saving by discouraging consumption." Consumption is discouraged because it is taxed, while saving is
encouraged because earned income is not taxed. No tax is placed on
anything generating income, be it the taxpayer's own labor, interest
on savings, or stock dividends. Thus the taxpayer is free to amass
wealth without government interference. Because income is not
taxed, take home pay is greater, softening the effect of the VAT when
the consumer makes purchases.
Traditional economic theory holds income taxes do not affect sav54. Fuller, supra note 11, at 53.
55. Turnier, supra note 29, at 453-54.
56. Due, supra note 6, at 68.
57. Ture, supra note 5, at 53-55.
58. Kuttner, Tax Policy and Capital Formation in the U.S. and Europe: Reconciling
Growth with Equity, 2 TAx NoTs 163, 177 (1982).
59. Id.
60. Ture, supra note 5, at 59.
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ings. 6 ' This theory is supported by studies showing that since 1929
gross private saving in the United States has remained at an almost
constant proportion of the Gross National Product (GNP).e2 However, more recent studies consider the widely fluctuating tax rates
over this period, and have concluded savings is a function of taxpayer's disposable income, not gross income.es Therefore the VAT's
premise of taxing consumption to encourage saving and capital formation is economically sound.
C.

Business Advantages

For businesses the VAT is neutral.6 It does not affect profits and
neither discourages successful businesses nor subsidizes unsuccessful
businesses. 5 A VAT does not affect a business for the costs are
passed on directly to the consumer. There is neutrality between businesses because all businesses equally pass the VAT on to the consumer. Thus it is neutral in its treatment of labor intensive and capital intensive industries, different forms of organization (e.g.,
corporation, partnership), and between different forms of financing.
Consequently, a business is free to make decisions in terms of economic efficiency rather than the "tax angle." 6
The VAT also encourages business efficiency. By keeping costs
down, the businesses' value added is less, lowering the VAT paid.
This improves short-term cash flow, even though the VAT is eventually refunded.67 More important, as the price of goods is increased by
the amount of the tax, consumers become more price conscious. A
business that is able to keep its costs low will have a cheaper product,
and will command a greater market share.
D. Balance of Trade
The United States regularly imports more than it exports. The
present tax system has been a factor in the United States' declining
61.
62.
63.
64.
65.
66.

Fuller, supra note 11, at 61.
Id.
Id.
Id. at 53.
Id.
Id.

67. Senator Long of Louisiana stated that the VAT "rewards efficiency" since "the company which keeps its costs to a minimum pays the least tax." Comment, supra note 46, at 205.
However, a consumer's disposable income stays about the same under a VAT as it is under the

present tax system because the imposition of a VAT would be accompanied by the reduction of
another tax (income, payroll or corporate). Further, disposable income should rise as the consumer reaps the benefits of productive investment. Ture, supra note 5, at 59-60.
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balance of trade with foreign nations. es The present tax system's role
in this decline can be traced to the United States signing the General
Agreement on Tariffs and Trade (hereinafter GATT).6 9 Under
GATT, border tax adjustments for indirect levies such as a VAT or
sales tax are allowed, but not for direct levies such as payroll taxes,
income taxes, or corporate taxes.7 0 Thus the VAT is rebated upon
export, while an income tax is not, thereby increasing the price of the
product in international markets. This makes products subject to indirect levies relatively cheaper than similar products subject to direct
levies.
Under a VAT, taxes are refunded on all exports and imposed
upon all imports.7 Therefore imports do not have a competitive advantage in domestic markets by being introduced tax-free when domestic goods have a tax burden. 72 Thus investment in domestic goods
is more attractive because domestic goods are on an equal tax footing
73
with imports.
However, the balance of trade advantage is disputed. The President's Task Force on Business Taxation concluded "the benefits to
be derived in the international field are too problematic to justify the
introduction of a VAT."' The Task Force believes foreign retaliation
would affect any gains.7 5 Also, it is possible that flexible exchange
rates would adjust for a VAT and reestablish trade at the pre-VAT
equilibrium. 7 Yet even the VAT's critics acknowledge a modest improvement in the trade balance is likely if a VAT replaced all or a
77
part of our present tax system.
E.

Effect on Work Incentives

According to VAT critics, income taxes do not discourage working.78 An income tax produces two conflicting impulses, the income
effect and the substitution effect.7 9 The income effect prompts a
worker to work longer hours to maintain the same income after
taxes.8 0 The substitution effect encourages a worker to substitute lei68. Comment, supra note 46, at 205.
69. Carlson, Value-added Tax: Appraisal and Outlook 6 J. CoRP.L. 37, 40 (1980).

70. Id.
71.

Turnier, supra note 29, at 450.

72. Id.
73. Fuller, supra note 11, at 56.
74. Comment, supra note 46, at 206.
75. Carlson, supra note 69, at 41.
76. Aaron & Steuerle, supra note 2, at 527.
77. Carlson, supra note 69, at 40.
78. Due, supra note 6, at 72.
79. Id.

80. Id.
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sure for work, since the net gain from work is reduced.8 1 VAT critics
conclude that because the two effects occur simultaneously in the
which effect is stronger or
economy, it is impossible to determine
2
whether taxes do discourage work.
A study of senior business executives contradicts the VAT critics.83 The executives interviewed would not or could not work harder
or longer if taxes were reduced.8 4 However, these executives stated
they would be willing to invest in profit-making side ventures if the
after-tax returns were more profitable.8 5 This study is consistent with
both economics and human nature. An energetic and successful
worker will continue to work as long as there is the prospect of some
gain.86 Thus income taxes stifle some of the entrepreneurial instincts
of the economically more successful members of society whose skills
could generate more jobs and revenues.
IV. THE DISADVANTAGES OF A VAT
A.

The VAT's Regressiveness

The primary complaint against the VAT is that it is regressive. A
basic feature of a VAT is it favors savers and adversely affects consumers because money saved is not taxed. 7 Two groups which spend
a high percentage of income on necessities are young persons just
starting careers and elderly persons on fixed incomes.8 8 Young persons making major consumer purchases (homes, cars, major appliances) bear a disproportionate amount of the tax burden under a
VAT system. Since their asset pool is small, this inhibits their ability
to amass capital. Also, if a VAT is imposed the elderly would be subject to double taxation, because under the income tax system their
income was taxed when earned and would then be taxed under a
VAT when spent. Thus their retirement saving pool would be reduced by the VAT rate.8 9
However, if spending is measured over a lifetime, the VAT's effects are proportional, so the argument about young persons is weakened. 90 Moreover, VAT proponents believe the elderly could be equitably treated. For example, in Europe foreign tourists file for VAT
81.

Id.

82. Id.
83.
84.

Fuller, supra note 11, at 63.
Id.

85. Id.
86. Id.
87.

McDaniel, supra note 50, at 21-22.

88. Id.
89.
90.

Id.
Fuller, supra note 11, at 57-58.
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rebates. A similar type of rebate system could be extended to the
elderly in the U.S.
Another group that would arguably bear a heavier VAT burden is
the poor."1 An income tax can consider income and family size, but a
VAT cannot be adjusted for these factors.92 According to critics, a
VAT would increase the concentration of wealth because large accumulations of capital could be amassed tax free.93 The difference between rich and poor would be exacerbated because the poor would
not be able to amass capital for investment. This argument does not
acknowledge that as the economy grows stronger, the standard of living for the entire population improves. Thus, the poor would also
benefit under the VAT system.
One method of making a VAT less regressive is by the use of multiple rates.9 4 European countries place a lower rate on necessities, re-

ducing the regressive effects of a VAT. Although multiple rates raise
the cost of administration and distort economic choices, they are
common in Europe because of political and social considerations.
B. Inflation
The introduction of a VAT would be inflationary.96 Initially, a
VAT would cause an immediate increase in the consumer price index
equal to the tax rate.92 However, VAT proponents believe VAT-induced inflation would be a one time only increase.9 9 But critics predict the initial price increase would have a ripple effect, generating
demands for higher wages and further inflation. 9
The European experience with the VAT and inflation are not conclusory; some nations experienced inflation after imposing the tax,
while others did not.100 However, the European experience may not
be relevant to the United States because different tax systems are
being compared. In Europe the VAT replaced the cascade turnover
tax, a very inflationary tax system. Thus the VAT's inflationary effect
91. Sheppard, Treasury Plan Rejects Regressive VAT as Unnecessary, 4 TAx NOTS
1269, 1270 (1984).
92. McDaniel, supra note 50, at 33.
93. Id. at 34.
94. See supra notes 41-47 and accompanying text.
95. Aaron & Steuerle, supra note 2, at 528.
96. Sheppard, supra note 91, at 1270.
97. Id.
98. McLure, supra note 48, at 542.
99. Due, supra note 6, at 73.
100. Germany and the Scandinavian countries experienced little or no inflation after the
VAT was implemented. Other nations were not so fortunate and have experienced inflation of
varying severity. Comment, supra note 46, at 203.
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was not pronounced.1 0 1 But the federal tax system is not as inflationary as the cascade tax, so the inflationary effects could be greater in
the United States.1 02 Nonetheless, one observation can be drawn from
the European experience with VAT: the more uniform the tax rate,
the less inflationary the VAT.10 3
Furthermore, there are offsets to the VAT's inflation. A VAT
would accompany the reduction or elimination of other taxes (e.g.,
income, payroll, corporate) so disposable income would either stay
the same or possibly increase.10 ' A shift from income and payroll
taxes to a VAT would also have a dampening effect on consumption,
checking inflation from the consumer demand side.1 0 5 Proponents argue the long-run effect of a changeover would cause an increase in
the output of goods relative to income as productivity increases. This
would stimulate saving and real investment, decreasing inflationary
pressures.10 6
C. Political Considerations
The VAT has created ideological problems for both liberals and
conservatives. Some liberals fear the VAT would cause stratification
of wealth, worsening the poor's plight.107 Other liberals, such as former Chairman of the House Ways and Means Committee Al Ullman,
advocated the VAT because it is capable of financing government expenditures and reducing the federal deficit."0 8 Senator Robert
Packwood, the conservative Chairman of the Senate Finance Committee, supported the VAT for many of the same reasons as Representative Ullman.' 0 9
But Packwood has a formidable opponent within his own party,
President Ronald Reagan. Reagan believes the VAT gives the federal
government too much power to tax because it would be too easy to
raise the VAT rate if additional revenue was needed." '0 Reagan also
believes the VAT would be used to finance a larger federal government."' Reagan opposes the VAT because he believes it is a hidden
10L
102.

McLure, supra note 48, at 541.
Id.

103. Those nations that have a comprehensive-based VAT, with few or no exemptions,
have had little inflation due to the VAT. Kuttner, supra note 58, at 165.

104. Galvin, The Value-Added Tax - A Proposalfor the 80's, 7 PEPPERDINE L. R-v. 505,
512 (1980).

105.

Due, supra note 6, at 73.
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Kuttner, supra note 58, at 176.
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McDaniel, supra note 50, at 34.

108.
109.
110.
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Hood, Introduction:The Value-Added Tax, 6 J. CoRP. L. 6, 7 (1980).
N.Y. Times, Feb. 22, 1985, at 10, col. 6.
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Fuller, supra note 11, at 56.

Published by UF Law Scholarship Repository, 1986

13

FLORIDA INTERNATIONAL LAW JOURNAL
Florida Journal of International Law, Vol. 2, Iss. 1 [1986], Art. 5

[Vol. 11

tax and taxpayers would not be conscious of paying the tax."' According to Reagan, taxes should be visible and painful so tax-conscious taxpayers can act to reduce taxes. 113
D. High Cost of Implementation
In its report to the President on the VAT, the Treasury Department did not recommend the VAT.114 The Treasury study examined
the VAT as a supplement to the present tax system. The Treasury
study forecasted implementation of a VAT would require 20,000 additional personnel and would cost $700 million a year to enforce." 5
The study concluded the advantages of the VAT do not justify such
expenditures merely to ease pressure on the income tax."16
The Treasury study contains a basic flaw: it only examined the
cost effectiveness of the VAT when used in conjunction with the present system. The study overlooked other means of employing the tax,
particularly the possibility of using the VAT as the single source of
Federal revenue or as a replacement for one of the current taxes.
Senator Russell Long advocated replacing the Social Security tax
with a VAT.' 17 Senator Long conceded the VAT's regressivity, but
argued the Social Security tax is more regressive than the VAT. 8s
According to Senator Long, the advantages of the VAT and the disadvantages of the Social Security tax warrant the introduction of the
VAT as a complete replacement for the Social Security tax. 1 9 Complete replacement of one tax by another tax minimizes transition
costs because the administrative personnel and funds are merely
shifted to the new tax.
Replacing the Social Security tax with a VAT has several advantages. For an employer, the immediate effect would be to reduce operating costs by the amount of tax paid. 2 0 This would increase profits and reduce the cost of hiring additional personnel, providing an
incentive to create more jobs and hire more workers. Further, the
cost of goods and services, particularly labor intensive goods and services, would decrease thereby stimulating demand. Workers would
also benefit if a VAT replaced Social Security taxes. An immediate
112.

Id.

113. N.Y. Times, Feb. 22, 1985, at 10, col. 6.
114. Sheppard, supra note 91, at 1269.
115. TREASURY REPORT, supra note 1, at 113.
116. Implementing a Value-Added Tax in Certain Industries and Activities, Treasury
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117. Comment, supra note 46, at 224.
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benefit would be an increase in take-home pay, which would increase
disposable income."'
The VAT could also be employed to replace corporate taxes. The
primary disadvantage of this replacement is that a major segment of
current income would go untaxed.12 2 However, this loss may not be
serious. The abolition of the corporate tax would allow the corporation to increase retained earnings or to pay higher dividends. 2 Either result would aid capital formation, providing capital for economic growth.
The Treasury study's failure to consider the VAT as a complete
replacement for one of the current taxes exaggerated the VAT's cost
and overemphasized the VAT's regressivity. Viewed in isolation, a
VAT is regressive. But when viewed in the context of an overall economic scheme, the introduction of one regressive element does not
necessarily create a regressive system. The European experience
has shown that when a VAT is used in a comprehensive system,
designed with purpose and having long-term economic and social
goals, it can be successful.
V.

THE EUROPEAN EXPERIENCE WITH THE

VAT

The VAT is not a new idea. It was first proposed in 1918 to finance the war by a financial advisor to the German government.12 5 It
is currently used by the EEC and several non-EEC European nations.12 6 In general, the VAT has been a satisfactory tax system and
an efficient revenue raiser.1 2 7 In 1957 France became the first nation
to adopt a VAT.128 But it was the formation of the EEC that led to
the widespread use of the VAT in Europe.1 29 The EEC used the VAT
to coordinate tax systems among member nations to facilitate
trade. 80 The VAT was adopted by the non-EEC nations of Norway
and Sweden to pay for the large public sector and to support eco131
nomic growth.
Except for Denmark, all nations using a VAT have multirate sys121.
122.
123.
124.
125.
126.
127.
128.
129.
130.
131.
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tems, usually employing just two rates.1 32 This dual-rate structure
has compounded classification problems and has led to administrative difficulties. 133 The German Chamber of Commerce attributes
80% of the VAT's administrative problems to dual rates.13 4
One of the most important goals of any tax system is to raise
money efficiently.13 5 Money spent on administration represents lost
capital, money that could have been used by the government on programs or by the taxpayer. 13e Thus any decision adversely affecting
efficient administration should be considered in terms of overall economic and social goals. The Danish single-rate VAT is the most efficient and the least expensive to operate. 137 Other nations have successfully employed dual rates, but have paid a price in lost capital
138
and efficiency.
A.

The German Experience

Germany presents one of the best examples of a successful economic and social program in recent history. Devastated by World
War II and rebuilt with American aid, Germany has maintained economic growth while developing a generous welfare state.139 Germany
also contributes more to its national defense than any NATO nation
except the United States. 14 0 Germany is a member of the EEC and
14
has a VAT. .
1.

Policies to Encourage Household Saving

Contributing to Germany's high productivity and high standard
of living are policies promoting household saving and the productive
investment of those savings. 42 In Germany, net household savings
average 16% of GNP, compared to 5% in the United States.143 Government policies directly influence the high savings rate by subsidizing household saving, discouraging household debt and using the
household savings pool as a major source of investment capital.'"
132. Turner, supranote 29, at 462-63; Comment, The Variable Rate Value Added Tax as
an Anti-Inflation Fiscal Stabilizer, 34 NAT'L TAx J. 131 (1981).
133. Comment, supra note 46, at 201.
134. Id.
135. Turnier, supra note 29, at 436.
136. Id.
137. Id. at 462-63.
138. Id.
139. Kuttner, supra note 58, at 165.
140. Id.
141. TREASURY REPORT, supra note 1, at 27.
142. Kuttner, supra note 58, at 165.
143. Id.
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https://scholarship.law.ufl.edu/fjil/vol2/iss1/5

16

19861

VALUE ADDED TAX
Scott: Would Europe's Value Added Tax Work for the United States?

Unlike Germany, the United States' government policies discriminate against small savers.145 Federal regulations limit interest paid on
small savings accounts to 5.5%. Also, tax deferral plans which reward
saving are only available to the more affluent.146 The German government subsidizes small savers by adjusting the interest paid to low
and moderate income savers, always keeping the interest rate higher
than the inflation rate. 147 This system provides an incentive to save.
Banks are used to amass the many small savings accounts to provide
148
investment capital.
Public policy in Germany discourages household incursion of
debt. 49 Neither consumer borrowing (e.g., credit cards, installment
purchases) nor mortgage interest is tax deductible. 150 However, policies do promote home ownership. German homeowners may depreciate their houses as if they were income-producing assets. 51 Thus the
German tax deduction is proportional to the value of the house while
the American tax deduction is proportional to the amount of money
borrowed.1 52 In short, Germans receive tax benefits from owning
homes while Americans receive tax benefits from having big
mortgages.153
2. Efficient Use of Household Savings
The effects of the different tax policies are reflected in consumer
behavior. The typical German home downpayment is 40% of
purchase price, while Americans rarely put down more than 20%. 154
Germans invest capital in real estate to earn a positive return on investment whereas Americans invest capital in real estate to take advantage of favorable tax treatment. Both tax systems influence the
taxpayer's actions, but the German tax system urges the taxpayer to
make a more economically rational choice from a social viewpoint.1 55
Society benefits when resources are allocated to their optimal use.
The American interest deduction distorts efficient allocation of resources by making financed purchases less expensive. This results in
Americans paying more in interest yet realizing fewer benefits be145.
146.
147.
148.
149.
150.
151.
152.
153.
154.
155.
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cause these resources are not put to their most efficient use.
Household saving is important in Germany because these savings
are a primary source of industrial capital.15 German businesses rely
heavily on debt financing while American businesses rely primarily
on equity financing.15 7 German businesses prefer debt financing because it frees them to engage in long-term planning rather than being
subjected to pressure to produce short-term profits to satisfy stockholders. 58 The high household savings rate enables Germans to directly finance industrial investment while Americans use household
savings to finance consumption. The German tax system is coordinated with long-term economic goals and has produced positive longterm results for German society. The American tax system is tied to
an economic philosophy of promoting growth by fostering consumer
demand. Therefore, the American economic theory has not been as
successful as the German model because it focuses upon short-run
results and neglects long-term growth and stability.
B.

The British Experience

The British tax system contrasts directly with the German tax
system. Both nations are members of the EEC, both have a VAT,
and both were economically devastated by World War II, but all similarities stop there. 59 The British economy is in serious decline because of antiquated and unprofitable industrial plants, concentration
of capital in financial rather than industrial sectors and adverse labor
relations.1 60 The British standard of living has fallen well below that
of Germany and the United States. 161
1.

The Cost of a Progressive VAT

The British VAT is a modestly progressive tax. 162 Necessities are
given a zero VAT rate. 6 ' Items considered necessities include: food
(other than items eaten in a restaurant and warm carry-out food),
printed material, fuel, utilities, building and engineering works, public transportation, children's clothing and footwear, and medical supplies.10 4 Consequently the tax system's administrative and enforce156. Kuttner, supra note 58, at 166.
157. Id. at 167.
158. Id.
159. TRFAsuRy REPORT, supra note 1, at 27.
160. Kuttner, supra note 58, at 173.
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ment costs are high. However, the compliance cost for businesses is
moderate.1 5 There are a series of nine plans, each having different
eligibility standards, allowing retailers to calculate the percentage of
sales attributable to the different rates.1 66 Also, the tax form itself is
short and simple to complete.
Farmers do not register to pay a VAT in the European tax systems. 1 7 The cost of administering the large number of small farms is
not justified by the revenues generated." British tax officials advocate installing a gross sales threshold amount to eliminate small businesses from the VAT system because small businesses generate little
revenue at a high administrative cost.1 69 The high administrative cost
is attributed to the multirate VAT. 17 Eliminating small businesses
from the tax system would reduce administrative costs, but would
further erode the tax base and would discourage business
expansion.1
One of the main reasons for adopting a VAT is the system's ease
of administration. As applied in Britain this advantage is lost because
of multirates and tax exemptions. 7 2 Political pressure from special
interest groups deprived the British of the VAT's basic advantage.
The volume of paperwork generated by multiple rates has complicated enforcement to such a degree that audits are only rarely
73
performed.1
2.

British Household Saving

Since the VAT was adopted in 1973, British household saving has
risen from 8% of GNP in 1972 to 15% in 1979.174 But unlike Germany, Britain has no mechanism to channel savings into productive
assets. Real estate investment has become one of the primary uses of
British savings because mortgage interest is tax deductible.17 5 In theory, the mortgage interest tax deduction promotes savings through
home ownership, i.e. a taxpayer's equity in the home represents savings. Yet housing prices have been bid up sharply as consumers seek
165. Id. at 446.
166. Id.
167. Due, supra note 6, at 77.
168. Id.
169. Turnier, supra note 29, at 463.
170. Id.
171. Id.
172. Id. at 466.
173. Id.
174. Kuttner, supra note 69, at 174.
175. Id. at 175.
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inflation shelters and tax shelters. 17 The mortgage interest deduction
has not raised the percentage of the British home-owning population. 17 7 Thus, this policy has failed to promote home ownership be17 8
cause it has inflated the cost of housing.
In fact, mortgage debt has increased disproportionately as capital
flowed into real estate.1 79 Accompanying this trend, the percentage of
private wealth held in stocks has sharply declined. 8 This trend indicates money is flowing from productive to unproductive assets at a
time when British industry desperately needs capital.
The British tax system has been described as the worst of all possible worlds. 181 It does not promote economic growth nor does it provide adequate welfare benefits. 8 2 The basic goals of the VAT system
have been undermined, leaving the British economy in shambles.

VI. A VAT

FOR AMERICA?

Comparisons between nations are often discouraged as unrealistic.
Cultural factors present in one nation could cause a completely different outcome in another nation, given the same inputs. Yet any tax
proposal must assume people will behave in an economically rational
manner. Thus, international comparisons are valid to determine, in
general terms, how taxpayers will react to a particular system.
A.

Changes Affecting Economic Growth

Various factors have contributed to the American economic decline. Social Security has diminished the impetus to save.18 3 The
large military budget absorbs a high percentage of tax revenues. Social and economic factors have also contributed to this economic decline. Tax policy cannot be singled out as the only factor causing economic and social problems. But the net result is that since World
War II the United States has fallen from its position as the world's
dominant economic power to that of a nation second rate in productivity, engineering and economic aggressiveness. 8 4
The tax system has played a key role in American economic decline. The federal tax system is structurally the same today as it was
176. Id.
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in 1946.115 However, the allocation of the tax burden has changed,
and the opportunities to avoid taxes have increased.18 6 In 1946 the
American tax system accounted for 24% of GNP; today it accounts
for 33% of GNP. 18 7 Payroll taxes accounted for 6% of federal tax
revenues in 1946, and today represent 32%.88 These are major
changes that influence economic behavior.
B.

Unproductive Use of Assets

The American tax system is similar to the British tax system regarding treatment of interest. The federal tax system allows unlimited interest deductions. 89 This has produced results in the United
States similar to that of Britain. The demand for real estate has
driven up real estate prices without a corresponding increase in the
home-ownership ratio.1 90
Likewise, tax exempt bonds are given favorable tax treatment and
are inherently unproductive.19 1 The proliferation of tax avoidance vehicles has resulted in the flow of assets from productive to unproductive uses. As in Britain, the net result has been economic decline.
C.

Economic Philsophy

The difference between the more successful German economic
and tax program and the less successful American and British programs is one of basic economic philosophy. The British and American
programs reflect the influence of the British economist John Maynard Keynes. 1 92 Keynesian economics utilizes government deficit
spending, "cheap-money" and low interest rates to stimulate the
economy.1 9 3 Consumer spending is used to allocate assets to their
most productive uses.1 94 But in both the United States and Britain,
the tax system encourages consumer spending to an extent where
capital formation is discouraged. 195
The German government rejected Keynesian economics in 1948,
185. Id. at 84.
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188. Id. at 85.
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adopting a "hard-money" philosophy similar to that of Milton Friedman's Chicago school of economics. 19 The Germans believed the
Keynesian system was inflationary and oriented to short-term
goals. 197 Given the relative success of the German economy since
1948, and the comparative American economic decline, it appears
hindsight supports the German position. Thus, those advocates for
reform of the present American tax system seek to repair a system
that has flawed theoretical foundations.
D.

Implementing a VAT in the United States

Implementing a VAT in the United States would be facilitated by
several factors. At the retail level, businesses already have experience
with state sales taxes. The VAT operates like a sales tax at the retail
level so the transition would not be conceptually difficult.1 9 At the
nonretail level, record keeping problems are minimized by computerization. But most important, the United States would have the advantage of thirty years of European experience with the VAT. 9 "
Transition problems and expenses could be eased by an incremental shift in tax systems. For example, first government employees
handling Social Security taxes would be retrained, then Social Security taxes would shift over to a VAT. Other areas would follow and
learn from the predecessors' mistakes.
The greatest danger to a VAT is the pressure from special interest
groups.200 In our political system, special interest lobby groups have
great power. But, given the British example of the danger of submitting to such pressures, and the German example of satisfied economic
and social goals, a workable VAT could be devised for the United
States.
VII.

CONCLUSION

The present system is unfair and hampers efficient allocations of
resources. Therefore, the present tax system should be replaced by a
new system having clear and consistent principles, emphasizing longterm economic and social development. Reform of the present system
is unwise because it is based on faulty economic principles. One study
concluded: "The universal story was that, warts and all, the VAT
works." 201 As one author stated, the comprehensive, single-rate VAT
196.
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199.
200.
201.

M. FRIEDMAN, supra note 192, at 626-27.
Id.
Galvin, supra note 104, at 513.
TREASURY REPORT, supra note 1, at 27.
McDaniel, supra note 50, at 24-25.
Aaron & Steuerle, supra note 2, at 528.

https://scholarship.law.ufl.edu/fjil/vol2/iss1/5

22

1986]

VALUE
ADDEDTaxTAX
Scott: Would Europe's
Value Added
Work for the United States?

"if not the best of all worlds, must surely be, in our present state of
fiscal doldrums, the least worst of all worlds.

202

WILLIAM J. SCOTT
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